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Students’ Department
Edited

by

H. A. Finney

AMERICAN INSTITUTE EXAMINATION, MAY, 1920
In regard to the following attempt to present the correct solutions to
the questions asked in the examination held by the American Institute of
Accountants in May, 1920, the reader is cautioned against accepting the
solutions as official. They have not been seen by the examiners, still less
endorsed by them.
Examination

Accounting Theory and Practice
Part II (Continued)

in

Question No. 4:
Define the following and give a list of expenses which would properly
come under each heading:
(a) Shop overhead.
(b) General overhead.
Discuss various methods of distributing such expenses.
Answer to Question No. 4:
The term “overhead” is subject to two definitions. One is that it covers
only the manufacturing expense of a business; the other is that it covers the
selling and administrative expense as well as the manufacturing expense.
In cost accounting, the first definition would be used in accounting for the
cost to manufacture; the second, in accounting for the cost to make and sell.
The factory overhead, consisting of manufacturing expenses only, may
be divided into two classes: departmental overhead, which covers all manu
facturing expenses which can be charged directly to the various depart
ments, and general overhead, which includes all expenses that cannot be
charged directly to departments but must be distributed over the factory as
a whole. On this basis, examples of shop overhead are all indirect labor,
rent, taxes, insurance, depreciation, maintenance and repairs, heat, light
and power and defective work which can be charged to the several depart
ments, while “general overhead” includes any of these or similar expenses
which cannot be charged directly to departments.
If the second definition is used, all the foregoing are included as “shop
overhead,” while “general overhead” includes the selling expenses, such as
advertising, salesmen’s salaries and expenses and delivery expenses. It also
includes the general and administrative expenses, such as office salaries, rent
of office and miscellaneous expenses of administration.
On the basis of the first of the two above definitions, namely, that shop
overhead is synonymous with departmental manufacturing expense and
general overhead includes all other indirect manufacturing expenses, the
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general overhead is apportioned among the departments on the basis of the
direct-labor cost of each department or the number of direct-labor hours
or machine hours in each department. Adding this distribution to the shop
overhead would give the total departmental burden. This departmental
overhead is then distributed among the jobs by either the direct-labor cost
method, the direct-labor-hour method, the direct-labor-and-material-cost
method or the machine-rate method. Under the direct-labor-cost method
the overhead is distributed to the various jobs in the proportion the direct
labor on the job bears to the total direct labor of the department. This is
a simple method and is frequently employed, but it is not scientifically
correct.
If the direct-labor-hour method is used, the overhead is distributed among
the jobs in the proportion that the number of direct-labor hours spent on
the job bears to the total direct-labor hours of the department. This
method is more scientific than the labor-cost method, because the overhead
represents the costs of the factory utilities, which are incurred in proportion
to time rather than in proportion to wages paid.
By the direct-labor-and-material-cost method, the overhead is distributed
in the proportion that the labor and material cost of the job bears to the
total for the factory. It is applicable in only a few limited industries and
is not advisable for a factory with several departments.
The machine-hour method is a highly involved method of apportioning
the overhead to each machine and determining the cost of operating it for
an hour. The overhead is then apportioned to the various jobs on the basis
of the number of hours of machine operation. As accurate costs are essen
tial, this is the most desirable of all methods.
Accepting the second definition of the two terms, the shop overhead is
distributed to the cost of jobs by one of the methods already discussed. The
general overhead, consisting of selling and administrative expense, must
be distributed over the factory cost on some arbitrary basis to learn the
cost to make and sell. The method usually followed is to distribute it on
the basis of factory cost. However, where a varied line of products is
manufactured, it is sometimes advisable to analyze the selling expense and
charge each kind of goods sold with the selling expense applicable to it, as
this may vary between the different kinds to such an extent as to give a
wrong idea of the profitableness of each kind if a general average rate of
distribution is used.

Question No. 5:
Explain and discuss four methods of providing for depreciation.
Answer to Question No. 5:
All depreciation methods are intended to result in writing off during
the estimated life of a fixed asset the difference between its cost and the
residual value which it is estimated can be realized from the asset when it
is no longer advantageous to use it as a productive agent. The methods
discussed will be illustrated by applying them to the case of a machine
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costing $6,000.00, with an estimated life of four years and an estimated
residual value of $1,000.00.
(A) Straight line method. By this method the difference between the
cost and the residual value is divided by the number of periods of estimated
life to determine the periodical depreciation. The formula for this method is :
c— s
d=-------n

In this formula
d = amount of periodical depreciation,
c = cost of asset,
s = estimated residual or scrap value,
n = number of periods of estimated life.
Then
6,000—1,000
d =------------------4
= 1,250.00.
The following table shows the annual depreciation charges and the
carrying value of the asset:
Depreciation Table—Straight Line Method
Year
Depreciation
Carrying value
$6,000.00
1.................................................... $1,250.00
4,750.00
2....................................................
1,250.00
3,500.00
3....................................................
1,250.00
2,250.00
4....................................................
1,250.00
1,000.00

Total...................................... $5,000.00
(B) Diminishing value method. The expense of using a fixed asset
consists of two elements: depreciation and repairs. Some accountants main
tain that the sum of these two elements should be fairly uniform year by
year; and since repairs tend to increase, the depreciation should be charged
off in a decreasing scale so that a large charge will be made for deprecia
tion in the early years when repair charges are light, and a small charge will
be made for depreciation in the later years when more extensive repairs are
necessary. Diminishing annual charges are also defended on the ground that
an asset loses more value during the first year than during any other because
use makes it second-hand. This reason is subject to the rejoinder that since
depreciation is an operating expense it should be based on values of a going
concern and not on realizable values.
Diminishing charges are obtained by applying the same rate periodically
to the diminishing carrying value. This rate is likely to be underestimated
unless computed by the formula
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Applied to the illustration
4 √ 1,000
r = 1 —
-------6,000
Logarithms are required to extract the fourth root of the fraction x/6.
the procedure being as follows:
Log. 1 = .oooooo or 10.000000 — 10
“ 6 =
.778151

“ 1/6 =
Or adding

9.221849 — 10
30.
— 30

Log. 1/6 =

39.221849 — 40

39.221849 — 40 ÷ 4 = 9.805462 — 10 the log. of 4√ 1/6 9.805462 — 10
is the log. of .63894265.
Then r = 1 — .63894265
= .36105735
= 36.105735%

Depreciation Table—Diminishing Value Method
Depreciation 36.1057% of
Year
carrying value
Carrying value
$6,000.00
1.................................................. $2,166.34
3,833.66
2.................................................
1,384.17
2,44949
3..................................................
884.41
1,565.08
4.............
565.08
1,000.00
Total...................................

$5,000.00

(C) Sum-of-years’-digits method. The method just described is difficult
to apply unless the use of logarithms is understood. A diminishing periodical
charge can be obtained more easily by the sum-of-years’-digit method. In
the case of an asset with a life of four years, the years’ digits are 1, 2, 3, 4,
and the sum of these digits is 10. The periodical depreciation charges are
computed by multiplying the total depreciation by a series of fractions, the
denominator of each of which is the sum of the digits and the numerators
of which are the digits themselves, taken in inverse order.

Depreciation Table—Sum-of-Years’-Digits Method
Depreciation
Carrying value
Fraction
Year
$6,000.00
$2,000.00
4,000.00
1............... ........... 4/10
2,500.00
1,500.00
2............... ........... 3/10
1,000.00
1,500.00
............
2/10
3...............
500.00
1,000.00
4............... ............. 1/10
Total......................................
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(D) Annuity method. This method is based on the assumption that the
cost of manufacture should include interest on the investment in fixed assets
as well as depreciation. The two elements are charged in one amount to
depreciation, with two offsetting credits: a credit to interest, diminishing
periodically as the carrying value of the asset decreases, and a periodically
increasing credit to the reserve for depreciation or to the asset account. In
other words, the investment in the fixed asset is treated as if it were the
present value of an annuity.
The formula for computing the periodical depreciation is
c — (s X p)
d =---------------D÷i

The symbols in
p=
D=
i=

this formula, not used in preceding formulas, are:
present value of $1,
compound discount on $1,
simple interest rate.

If manufacturing cost is to be charged with 5% interest on the diminishing
investment, i is 5%, and p is computed thus:
1.oooooo ÷ 1.05 = .952381 P. V. of 1 due 1 period hence,
.952381 ÷ 1.05 = .907029 P. V. of 1 due 2 periods hence,
.907029 ÷ 1.05 = .863838 P. V. of 1 due 3 periods hence,
.863838 ÷ 1.05 = .822702 P. V. of 1 due 4 periods hence.
Then D, the compound discount, is 1 — .822702, or .177298, and
6,000— (1,000 X .822702)
d = ----------------------------------.177298 ÷ .05
6,000 — 822.702
3.54596
= 1,460.06.

Depreciation Table
Year

1.........
2.........
3.........
4.........

Charge
Credit
depreciation
interest
(5% of carrying value)
....... $1,460.06
$300.00
....... 1,460.06
242.00
....... 1,460.06
181.09
....... 1,460.06
117.15

$5,840.24

$840.24

Credit
reserve

$1,160.06
1,218.06
1,278.97
1,342.91

Carrying
value
$6,000.00
4,839.94
3,621.88
2,342.91
1,000.00

$5,000.00

Question No. 6:
How would you deal with the following items in preparing the annual
accounts of a company?
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Comment briefly on any points which would need special consideration:
(a) Goodwill.
(b) Repairs reserve account.
(c) Unclaimed dividends account.
(d) Bond issue expense account.
(e) Preliminary expense account.
(f) Expenditure during the year on leasehold property.
Answer to Question No. 6:
(a) Goodwill should appear in the balance-sheet as an asset, the most
fixed of all assets, because it cannot be sold without selling the business. Its
valuation should not be greater than the price actually paid for it, because
it is improper to write up the account no matter how profitable the business
may be. On the other hand it is not necessary to write off the account.
Goodwill does not depreciate; and, although it fluctuates in value as profits
increase or decrease, fluctuations should not be reflected in the account. The
goodwill account has been so abused in the past by having been made to
carry the water in the stock, that the account has been discredited. For this
reason, and for purposes of conservatism, many concerns have written it
off. When this is done the charge should be made to surplus and not to
profit and loss.
(b) Realizing that repair charges are usually smaller during the earlier
years of the life of an asset than during the later years, and desiring to
equalize the charge over all the years of estimated life, some concerns charge
operations with the estimated average annual expense for repairs and credit
a reserve. Actual repair expenditures are then charged against the reserve.
In preparing the annual accounts of a company which has adopted this policy,
the estimated life and total probable repairs should be verified as well as
possible; the charges to the reserve should be examined to see that they
do not represent capital expenditures; and the charges to the fixed asset
accounts should be verified to see that they do not represent repair charges
which should have been charged to the reserve. The balance of the reserve
should be shown on the liability side of the balance-sheet and not as a de
duction from the assets.
(c) Unclaimed dividends should be shown as a current liability. If
cheques have been issued, the liability account set up when the dividend was
declared will have been closed and the cash account reduced. When cheques
have been outstanding for a long time, or when stockholders cannot be
found, it is desirable after verifying the fact of non-payment to show the
liability on the balance-sheet.
(d) If the bond issue expense is small and the bonds are issued at par,
it is best to get rid of the account at once by writing it off to surplus. If
the bonds were issued at a discount the expense could be amortized with the
discount by charges to bond interest. If the bonds were issued at a premium
the expense could be offset against the premium, thus reducing the periodical
amortization. Any balance remaining in the expense account would be shown
on the balance-sheet as a deferred charge, though it would seem preferable
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to get rid of the account by closing it to surplus, if small, or to bond discount
or premium. It would be desirable to carry the account along only in case
the amount was large and the bonds were issued at par.
(e) It is customary to write off the preliminary expense during the
first years of the company’s life, say three or five. The charge should be made
to surplus and not to profit and loss, because it is not a current operating
expense. The balance not written off should be shown as a suspense debit
on the balance-sheet.
(f) If the expenditures on leasehold property are ordinary repairs, they
should be charged off at the end of the year and be included with the rent
in the profit and loss statement. If they represent alterations or improvements
they should be charged to leasehold improvements and written off during the
life of the lease. The charge for the amount written off should be made to
rent, and the balance of the leasehold improvements account should appear
on the balance-sheet as a deferred charge.

Question No. 7:
It being understood that in well-managed industrial concerns large ex
penditures for construction should not be made unless they are properly
authorized, discuss in detail a method for preparing requisitions for such
work, describing the information that should be shown and the form which
authorization should take.
Answer to Question No. 7:
It is assumed that in a well-managed industrial concern, the functional
plan of organization would be in vogue. This would include a planning and
engineering department which would prepare plans and make estimates of the
cost of any new construction which might be considered. New construction
would probably be authorized by the board of directors, and before authoriz
ing it they would require the planning department to furnish an estimate of
the probable cost. An order would be issued to the planning and engineering
department to prepare plans and determine approximate cost of the proposed
construction, and the cost of their work would be charged to this order.
If the directors decide to proceed with the work, they might enter into
a contract with a construction company, in which case the question of requisi
tions would not be involved. If the work is to be done by the concern itself,
requisitions for material would be issued through the regular channels of the
purchasing department, and the utilization of material and labor would be
authorized by the general manager through the customary form of produc
tion orders. The production order for construction would be supported by
material requisitions and labor reports, and the cost of construction should
include the correct proportion of manufacturing expense.
Question No. 8:
(a) What is the effect of depreciation upon the operating results of a
business ?
(b) Is a charge for this purpose recognized under the income-tax
regulations ?
(c) If the authorities disallow any charge which has been made upon

314

Students’ Department
the books, state specifically how the amount disallowed should be treated in
subsequent income-tax returns.
Answer to Question No. 8:
(a) Depreciation is an expense to be accounted for before the true
operating results of a business can be known.
(b) The income-tax regulations provide that “a reasonable allowance
for the exhaustion, wear and tear and obsolescence of property used in the
trade or business may be deducted from gross income.”
(c) If depreciation is disallowed it should be treated as an increase in
the invested capital in subsequent income-tax returns.

Question No. 9:
A merchant going abroad to purchase goods secures from his bank, on
the strength of his general financial standing, a letter of credit for use in
his contemplated purchases of $500,000.
How should the issuance of this letter of credit be shown in the accounts
of the bank?
Answer to Question No. 9:
The bank would record the issuance of the letter of credit by a $500,000
debit to “customers’ liability on letters of credit,” offset by an equal credit to
“liability on letters of credit.”

Lawyer vs. Accountant in Partnership Liquidation—(Concluded)
Editor, Students’ Department:
Sir: In an article appearing in the Students’ Department of the May
issue of The Journal of Accountancy, entitled Lawyer vs. accountant in
partnership liquidation, an argument submitted by me to the editors of the
Students’ Department is quoted and commented upon, and I desire to express
my appreciation and thanks to the editors for their consideration and criti
cisms of the matter and the argument I submitted.
The problem submitted need not be here re-stated, nor the questions of
the candidate relating to the problem, although as to the latter I may say
that in my letter directed to the editors, as against the contention that there
was a gain, I advanced the contention that there was a loss, so to submit
two extremes, although my personal opinion was, and is, that the partners
should share the $90,000.00 worth of stock on an equal basis.
Further, it may be interesting to state that this problem, together with
the same letter (except as to address), was submitted to several accounting
authorities, and as to the question submitted, replies were received as follows:
One authority stated that both contentions were wrong.
One authority stated that both contentions were right.
The editors stated there were three possible alternatives.
One university stated that there was a gain because “fiction must pre
vail over fact.”
And I am mindful at this point that Mr. Richardson, the editor of The
Journal of Accountancy in the May, 1919, issue, at page 365, states that
“the accountant is concerned with facts and the lawyer with theories” ; but the
above illustrates that many theories must have been concerned to produce so
many different expressions of fact relative to the same accounting question.
By way of reply to the published article of the editors, and to obtain a
view of what has been and is to be considered, I will separate the matters
considered in the editors’ article into two divisions.
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C. P. A. examination problem submitted,
Question of candidate relating to problem,
Answer of editors offering three alternatives,
Reply of candidate requesting editors’ election as to which
of the three alternatives might be deemed most reasonable
with no facts to consider other than those related in the
problem,
5. Answer of editors to candidate’s reply;
the above embracing about the first half of the editors’ article; and,
Second: The argument in favor of equal division of goodwill, where
facts are identical with those submitted in the C. P. A.
examination problem, except that the $90,000 for goodwill
is actually paid in cash;
embracing approximately the remaining half of the editors’ article.

First:

I.
2.
3.
4.

FIRST

Question: With nothing more than is given in the problem, is it just to
divide the stock on any other basis than an equal one ?
The editors state: “We most emphatically say that, in our opinion, it
would be absolutely unjust to divide the stock equally except under hypo
thesis (a) of our letter of December 1st.” The letter of December 1st offers
three hypotheses, as follows:
(a) The stock may be taken as worth what is paid for it.
(b) The stock may be taken over at par.
(c) The stock may be taken as worth only fifty cents on the dollar,
although there does not appear to be anything at the time of the transfer to
indicate such a value.
And nothing is stated by the editors as to whether it is more reasonable to
consider (a) in preference to either one of the other two. It is only pos
sible to acquire an insight as to whether or not the editors regard (a) as the
hypothesis to be preferred from their statements relating to (b) and (c).
The editors state that “(c) need not be considered.” However (c), ex
presses, for all practical purposes, an alternative exactly opposite to (b),
and if as in (c) there may be a loss, or as in (b) there may be a gain, then
if the facts offered are sufficient to warrant the dismissal of (c) the same
facts must be sufficient to warrant the dismissal of (b), and therefore only
(a) remains.
By way of further explanation, it may be said that (c) is based upon the
sale of stock at some time after the partnership transaction, but (b) is not
even based upon any fact recited in the problem either before, after or at
the time of the transaction, and if it is regarded that (c) need not be con
sidered, because it is based upon a fact given, but that fact relates to a time
subsequent to the partnership transaction, how much more conclusive is it
that (b) need not be considered because it is based upon the fact as to which
not even a hint is given in the recital of facts contained in the problem?
If (b) and (c) “need not be considered,” then only (a) remains, and I
take it the editors, by the answer “we most emphatically say that in our
opinion it would be absolutely unjust to divide the stock equally except under
hypothesis (a),” are in fact stating that with nothing more than is given in
the problem, it is unjust to divide the stock in any manner other than on an
equal basis.
This is inadvertently corroborated by the statement of the editors: “It
is probable that the (b) statement was the one contemplated, as it gives at
least a nominal value to goodwill.” Why use the term goodwill? Almost
any other word might do just as well. No facts are related in the problem
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which indicate that the business has any goodwill, unless in general it can
be conclusively considered that any business in need of “more capital,” and
finding itself confronted with the necessity of “providing working capital,”
because of these circumstances alone has a valuable goodwill.
Bearing in mind the comment of the editors contained in the first three
lines on page 310, of the October, 1919, issue of The Journal of Account
ancy, why not use the term “manna” instead of goodwill, on the ground that
this asset must have dropped from heaven, since there appears to be no
earthly way of accounting for it. Further, if (b) gives only a nominal value
which requires $90,000 to express it, then how much greater an amount, in
the view of the editors, would be necessary to express a simple and ordinary
value ?
SECOND

Question: In any circumstances, should the acquisition of goodwill be
regarded as producing an ordinary profit ?
The argument advanced and quoted in the editors’ article is that the
acquisition of goodwill occurs in the course of time and is associated with
the profits earned by the operations of the business in the course of time.
Goodwill could not be established by itself, in the absence of other assets,
or without contemplating something else with it; and goodwill becomes
established with and pertaining to something else, with which it becomes
merged, and it is inseparable therefrom.
Goodwill is an advantage or benefit which is acquired by an establishment,
beyond the mere value of the capital stock, funds or profit employed therein,
in consequence of the general public patronage and encouragement which
it receives from constant or habitual customers, on account of its local
position or common celebrity or reputation for skill or affluence or punc
tuality, or from other accidental circumstances or necessities, or even from
ancient partiality or prejudices.
The goodwill of a business practically consists of that favorable reputa
tion it has established creating a disposition or inclination of persons to
extend their patronage to the business on that account, and, as the business
is always associated with the name under which it is conducted, the name
becomes a part, and often an important part, of its goodwill.
Goodwill of a partnership is a part of the property of the firm. It is
every advantage that has been acquired by the old firm in carrying on its
business whether connected with the premises in which the business was pre
viously carried on or with the name of the last firm.
As goodwill is abstract, cannot be seen and handled, it must be speculative.
It is liberally paid for in many cases because the purchaser speculates in the
matter of hoping to collect future profits, basing his estimate of the value of
goodwill on what he expects to collect in the future.
Thus the purchaser pays because he hopes for future profits, and the seller
is not paid because of the future profits, but because of past profits (which
he has already received), the buyer being willing to pay for goodwill by
basing his hope for future profits on the established facts relating to past
profits.
I appreciate what is regarded as good accounting, and I agree with all that
the editors say, because my argument is not given in support of any account
ing method, but merely offered to illustrate one point, viz.:
That goodwill is established in the course of time, and is associated with
other assets from which it cannot be separated, and that it is an abstract
quality of an absolutely speculative nature; and an accounting method cannot
prejudice the expression of a true fact, nor should an accounting method
attempt to do so for no other purpose than to give “nominal value to good
will.”

317

The Journal of Accountancy
The editors’ reply, offering an illustration, stating if the inventory is worth
$10,000 more on the market that then such $10,000 is additional profit, etc.,
calls for the comment that there is just as much recited in the problem con
cerning this as concerns the possibility that any real goodwill is present.
The editors further state that the partners “arrange to sell it to the corpora
tion for what are presumably good shares of stock”; but here again the facts
stated in the problem (and the editors’ reply as well) fail to offer any sug
gestion as to who the presumptive parties are, the partners or the editors, and
exactly how far the presumption is to extend.
The editors state that I express anxiety to prevent Brown and Smith from
deriving any profit from the goodwill, but I am only concerned about Smith’s
not getting a square deal, as it is my firm opinion that the partners should
divide, even cash received, on an equal basis.
I do not say this with a view of casting any reflection upon the view of
the editors, as I regard all their articles as commendable and of great value
to the accounting profession. However, too often accountants are bound by
the conventions of their profession. Rules and methods are commendable,
but accountants should, and I think they do, recognize that there may be an
exception to almost any rule or method.
My opinion is that where goodwill is realized it should not be regarded
as an ordinary profit. The term profit is ordinarily used in the sense that it
refers to profits derived from ordinary business operations of a business;
and where partners agree to engage in business as partners and to divide all
profits on a certain basis such agreement relates to ordinary and not specula
tive profits.
When partners are selling out they are no longer conducting the business,
even though selling the business as a going concern. As a matter of law,
and I may say common-sense, the difference between that which is ordinary
and that which is speculative presents nothing that is new either in theory
or in fact.
Almost everyone appreciates that by the word “profit,” when applied to
the operating of any business, is meant the profit derived from the operations
conducted within the scope of the operations of the particular business in
question. Partners agreeing to divide the profits of their business on an
unequal basis mean their usual operating profits, and goodwill is not a usual
operating profit. It is speculative, in that it is derived from that which
someone expects to acquire in the future.
Suppose Brown and Smith desire to establish a partnership to engage in a
certain line of business, and each turns over to the partnership $205,000
market value of certain stock. For the purpose of this illustration identify
such stock as “Stutz.” It is arranged that B is to acquire certain assets
necessary to carry on the proposed business, and Smith is entrusted with the
stock for the purpose of at once disposing of it, to obtain cash to pay for
the assets acquired by B.
If Smith negligently fails to dispose of the stock until a week later, and
in the meantime the market value of stock has doubled, Brown and Smith
have made $410,000 before the partnership really began, and not because of
anything that either of them did, but rather because one neglected to do
something as promptly as it should have been done. Would anyone suppose
that Brown and Smith contemplated such profit when they agreed to divide
the profits of the business, which they intended to establish, on an unequal
basis ?
By way of another illustration, it may be stated that a few years ago the
old Hotel Gibson, at Cincinnati, was destroyed by fire. This occurred after
the corporation owning it had already contracted to pay for the demolishing
of the building to make way for a new and modern structure. In consequence
of the fire the company not only found itself with the building out of the
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way, but saved a considerable sum which it had already contracted to pay to
have it demolished, to say nothing of the gain in the matter of time that
would have been required to raze the building, and in addition to all this a
large sum of insurance carried on the old building was paid to the company.
Had Brown and Smith been involved in that matter, would the insurance
collected have been regarded the same as profit derived from the ordinary
operations of the business conducted by them ?
In conclusion, I will say that my opinion is it is unreasonable for a partner
interested in one-half of certain assets with another partner, but sharing
the greater part of the profits, to claim the greater share of that which is
received for goodwill for the following reasons, viz.:
That which is received is paid by a purchaser because certain extraordi
nary profits have been earned in the past, but when such profits were earned
they were then divided on an unequal basis. To say that because one partner
has already received a greater part of the profits, he should also receive the
greater part of an amount paid by a purchaser in excess of the real value of
other assets acquired is altogether unreasonable, because that abstract quality
for which the purchaser pays cannot exist by itself, but does exist only in
conjunction with something else from which it is inseparable.
The argument of the editors rather suggests the action “of a man trying
to overtake his shadow while walking east on a sunny afternoon.” To create
a nominal asset and give it “nominal value” ($90,000), although “the existence
of any goodwill is more than doubtful,” is to be commended and applauded
as fully as the accomplishment of the man who walks eastward every sunny
afternoon in an attempt to overtake his shadow.
Respectfully yours,
May 15, 1920.
L. F. Ratterman.

[It was Mr. Walton’s desire that this communication from Mr. Ratterman
be published, but his death occurred before the copy for this issue was com
pleted. The following reply is written with the hope that it will express
Mr. Walton’s opinions.—H. A. F.]
The details of the problem published in The Journal of Accountancy
of May, 1920, have no doubt been forgotten. The essential facts are these:
Brown and Smith were partners with equal capital accounts, sharing profits
and losses by agreement in the ratio of 60% and 40%, respectively. The
business was incorporated, and the partnership transferred net assets of
$410,000 for $800,000 par of stock, later donating $300,000 of stock to the
corporation. Therefore the partnership liquidated with $500,000 of stock
which it received for $410,000 net assets and $90,000 goodwill. Mr. Ratter
man contends that the $90,000 of stock received for goodwill should be di
vided equally because it was obtained as an extraordinary profit; it is our
contention that the profit of $90,000 on the sale of the goodwill should be
divided in the agreed profit and loss ratio of 60% and 40%, because a con
tract is a contract, and the agreement of the partners governs the division
of all profits, ordinary and extraordinary.
In support of his contention, Mr. Ratterman states that “partners agree
ing to divide the profits of their business on an unequal basis mean their
usual operating profits, and goodwill is not a usual operating profit.” If that
is what they mean they should state the fact clearly. If Brown and Smith
had intended that the operating profits estimated yearly should be divided
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60% to Brown and 40% to Smith, and that any profits realized by the sale
of the business should be divided equally, they should have, and probably
would have, made such an agreement. Instead, they agreed to a 60% and
40% ratio for the division of profits without qualifications.
When partners thus clearly state their desire to share profits in a certain
ratio, it would seem that an accountant ought to feel bound to divide the
profits in accordance with the agreement. It is this respect for a contract
which Mr. Ratterman refers to when he states that “too often accountants
are bound by the conventions of their profession.” Although Mr. Ratterman
is an attorney, he does not seem to feel the same obligation to abide by the
terms of a contract. Some unrevealed evidence has convinced him that while
the partners say 60% and 40% they mean 60% and 40% part of the time
and 50% and 50% the rest of the time. He is “concerned about Smith’s not
getting a square deal”; he wants Smith to have 50%, although Smith agreed
to take 40%. Presumably the partners themselves are the best judges of
what constitutes a square deal. Judged by this standard, how square a deal
would Brown get if Mr. Ratterman succeeded in giving him 50% instead
of 60%?
In one paragraph Mr. Ratterman makes a distinction between ordinary
profit and extraordinary profit, and quite properly classifies the profit on the
sale of goodwill as an extraordinary profit. He concludes the paragraph
thus: “Where partners agree to engage in business as partners, and to divide
all profits on a certain basis, such agreement relates to ordinary and not
speculative profit.” In other words, all does not mean all; it means a
portion.
(To be concluded in November)

George Shedden
George Shedden, member of the American Institute of Accountants,
certified public accountant of Washington, died suddenly at Walla Walla,
Washington, August 19, 1920. Mr. Shedden was a member of the firm of
Shedden & McAdam. He was born in Glasgow, Scotland, in 1856, and came
to America when seven years of age. He was educated in Boston, Massa
chusetts, and later returned to Scotland, where he was graduated from the
university of Edinburgh. He had resided for twenty years in Tacoma,
and was prominent in the accounting profession. For fourteen years he had
served as a member of the state board of accountancy, and was secretary
and treasurer at the time of his death.
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